Dow Chemical Co. v. Commissioner, 51 T. C. 669 (1969)

Natural brine at the wellhead is not considered a commercially marketable or
industrially usable product for depletion purposes if it is solely used to extract
minerals.

Summary

Dow Chemical Co. extracted minerals like bromine and magnesium from natural
brine, claiming depletion based on the sales price of the extracted minerals. The
Commissioner argued that the brine itself was the commercially marketable
product, thus the depletion should be calculated at the wellhead. The Tax Court
disagreed, ruling that the brine was not marketable until minerals were extracted,
and the processes used by Dow were permissible under the Internal Revenue Code.
This decision clarified that depletion allowances can be based on the value of
minerals extracted from brine, not the brine itself, when it is not marketable at the
wellhead.

Facts

Dow Chemical Co. extracted minerals from natural brine sourced from wells in
Midland and Ludington, Michigan. The company used various processes to separate
minerals such as bromine, magnesium hydroxide, calcium chloride, magnesium
chloride, sodium chloride, and potassium chloride from the brine. Dow computed its
gross income for depletion purposes based on the sales price of these minerals. The
Commissioner of Internal Revenue disallowed these processes, asserting that the
natural brine at the wellhead was the first commercially marketable product, and
thus, the depletion should be calculated at that point.

Procedural History

Dow Chemical Co. petitioned the United States Tax Court after the Commissioner
determined deficiencies in its income tax for the fiscal years ended May 31, 1957,
and May 31, 1958. The Commissioner later claimed increased deficiencies. The
primary issue before the Tax Court was whether the cutoff point for depletion
computation was at the wellhead or after the extraction of minerals from the brine.

Issue(s)

1. Whether the natural brine at the wellhead is the first commercially marketable
product for depletion purposes?

2. If not, whether the processes used by Dow to extract minerals from brine are
allowable ordinary treatment processes under section 613 of the Internal Revenue
Code?

Holding
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1. No, because the natural brine at the wellhead was not commercially marketable
or industrially usable; it was solely used for mineral extraction.

2. Yes, because the processes used by Dow, such as evaporation, crystallization, and
precipitation, are permissible under section 613(c)(4)(D) of the Internal Revenue
Code.

Court’s Reasoning

The Tax Court distinguished this case from United States v. Cannelton Sewer Pipe
Co. , where the raw materials were usable in their entirety. Here, the brine was only
a vehicle for mineral extraction, and the minerals were not marketable until
extracted. The court applied the statutory definition of “ordinary treatment
processes” under section 613(c)(4)(D), which includes processes like evaporation
and crystallization used by Dow. The court noted that these processes do not destroy
the identity of the minerals but merely change their physical or chemical state. The
decision emphasized that the brine was not commercially marketable at the
wellhead, and thus, the depletion should be based on the value of the extracted
minerals. The court also rejected the Commissioner’s argument that the brine’s
commercial use for mineral extraction should mark the cutoff point for depletion.

Practical Implications

This decision impacts how integrated miner-manufacturers calculate depletion
allowances for minerals extracted from brine. It establishes that if brine is not
commercially marketable at the wellhead, the depletion can be based on the value of
the extracted minerals. Legal practitioners must consider the nature of the
extracted substance and the processes used when advising clients on depletion
calculations. Businesses extracting minerals from brine can use this ruling to
support their depletion claims based on the value of the extracted minerals, not the
brine itself. Subsequent cases, such as Dravo Corporation v. United States, have
cited this decision in similar contexts, reinforcing its significance in tax law.
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